In this note we use the methodology of Banerjee, Cockerell and
INTRODUCTION
Recent work by Banerjee, Cockerell and Russell (2001) and has demonstrated the existence of a long-run relationship between inflation and measures of the markup. These papers proceed from the maintained assumption that both these variables are integrated of order 1. In this note we use this methodology to develop a parsimonious model for forecasting inflation for the Euro-area, using quarterly data over the period June 1973 to March 2002 Our model is in the spirit of Henry (1999) and Fagan, Henry and Mestre (2001) . Alternative approaches are multi-country models of De Bondt, Els and Stokman (1997) and Deutsche Bundesbank (2000) .
THE MODEL
The long-run structure of our model is given by:
where mu is the markup of price on unit labour costs, q is the 'gross' markup, λ is the parameter that measures the trade-off in the long-run between inflation and the markup (referred to as the inflation cost coefficient), and p is the price level. This long run is nested within a two dimensional VAR-ECM as given below.
where Π is the long-run matrix containing the cointegrating vectors, 2 ∆ is the second change in the price level, and i Π are the short-run matrices. The vector of unrestricted constants is given by µ and 1 − t bc is a variable representing the business cycle. This method of aggregation avoids the difficulties associated with disentangling for the Euro area the intra area trade from trade outside the area for each of the countries. The drawback to this method is that intra Euro area exports and imports are not allocated to consumption, investment and government expenditures as they should be. Consequently, if the deflators for intra Euro trade diverge from the deflators for trade outside the Euro area then the deflators for each component will not approximate their 'true' component deflators for the Euro area. Given that the composition of intra Euro area trade differs from trade outside the Euro area, it is unlikely these deflators will move together. We estimate the model using the GDP deflator to avoid this problem.
THE ESTIMATES
The coefficient estimates using data up to March 2002 are given in Table 1 . The results show that we can accept the hypothesis of one negative long-run relationship between inflation and the markup. The estimate of the inflation cost coefficient is 4.925, implying that an increase of 1 percentage point in annual inflation is associated with a 1 ¼ percent fall in the markup in the long run. Also worthy of note are the coefficients on the business cycle variable showing that the change in the markup is counter-cyclical and the change in inflation is pro-cyclical.
The estimates reported are from the parsimonious model. The parsimony is surprising given how well it performs as an in-sample forecasting tool as shown in Graph 1. This in part reflects the stability of the estimated coefficients over the sample period. The in-sample estimates of inflation use the estimated coefficients from Table 1 
